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INTRODUCTION

This document,’ prepared by the staff of the Joint Committee on Taxation, provides a
description of the Chairman's proposed mark for a bill to be introduced on May 14, 1996,
entitled the "Small Business Job Protection Act." The House Committee on Ways and Means
has scheduled a markup of the Small Business Job Protection Act on that date.

Part 1 is a description of small business-related tax provisions; Part II is a description of
pension simplification provisions and a foreign simplification provision; Part Il is a description
of revenue offsets; and Part IV is a description of technical corrections provisions.

! This document may be cited as follows: Joint Committee on Taxation, Description of
Chairman's Mark of the Small Business Job Protection Act (JCX-21-96), May 13, 1996.
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I. SMALL BUSINESS AND OTHER TAX PROVISIONS

A. Small Business Provisions

1. Increase in expensing for small businesses
Present Law

In lieu of depreciation, a taxpayer with a sufficiently small amount of annual investment
may elect to deduct up to $17,500 of the cost of qualifying property placed in service for the
taxable year (sec. 179).> In general, qualifying property is defined as depreciable tangible
personal property that is purchased for use in the active conduct of a trade or business. The
$17,500 amount is reduced (but not below zero) by the amount by which the cost of qualifying
property placed in service during the taxable year exceeds $200,000. In addition, the amount
eligible to be expensed for a taxable year may not exceed the taxable income of the taxpayer for
the year that is derived from the active conduct of a trade or business (determined without regard

to this provision). Any amount that is not allowed as a deduction because of the taxable income
limitation may be carried forward to succeeding taxable years (subject to similar limitations).

Description of Bill

The bill would increase the $17,500 amount allowed to be expensed under Code section
179 to $25,000. The increase would be phased in as follows:

Taxable year beginning in-- aximum expensin
1996 $18,500
1997 $19,000
1998 $20,000
1999 $21,000
2000 $22,000
2001 $23,000
2002 $23,500
2003 and thereafter $25,000

Effective Date

The provision would be effective for property placed in service in taxable years
beginning after December 31, 1995, subject to the phase-in schedule set forth above.

? The amount permitted to be expensed under Code section 179 is increased by up to an
additional $20,000 for certain property placed in service by a business located in an
empowerment zone (sec. 1397A).
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2. Tax credit for Social Security taxes paid with respect to employee cash tips

Present Law

Employee tip income is treated as employer-provided wages for purposes of the Federal
Insurance Contributions Act ("FICA"). Employees are required to report to the employer the
amount of tips received. The Omnibus Budget Reconciliation Act of 1993 ("OBRA 1993")
provided a business tax credit with respect to certain employer FICA taxes paid with respect to
tips treated as paid by the employer. The credit applies to tips received from customers in
connection with the provision of food or beverages for consumption on the premises of an
establishment with respect to which the tipping of employees is customary. OBRA 1993
provided that the FICA tip credit is effective for taxes paid after December 31, 1993. Temporary
Treasury regulations provide that the tax credit is available only with respect to tips reported by
the employee. The temporary regulations also provide that the credit is effective for FICA taxes
paid by an employer after December 31, 1993, with respect to tips received for services
performed after December 31, 1993.

Description of Bill

The bill would clarify the credit with respect to employer FICA taxes paid on tips by
providing that the credit is available whether or not the employee reported the tips and that the
credit is effective with respect to taxes paid after December 31, 1993, regardless of when the
services with respect to which the tips are received were performed.

The bill also would modify the credit so that it applies with respect to tips received from
customers in connection with the provision of food or beverages, regardless of whether the food
or beverages are for consumption on the premises of the establishment.

Effective Date

The clarifications relating to the effective date and nonreported tips would be effective as
if included in OBRA 1993. The provision expanding the tip credit to the provision of food or
beverages not for consumption on the premises of the establishment would be effective with
respect to FICA taxes paid on tips received with respect to services performed after December
31, 1996.



B. Extension of Certain Expiring Provisions

1. Work opportunity tax credit

Present Law

General rules.--Prior to January 1, 1995, the targeted jobs tax credit was available on an
elective basis for employers hiring individuals from one or more of nine targeted groups. The
credit generally was equal to 40 percent of qualified first-year wages. Qualified first-year wages
with respect to any individual could not exceed $6,000.

Certification of members of targeted groups.--In general, an individual was not treated as

a member of a targeted group unless certification that the individual was a member of such a
group was received or requested in writing by the employer from the designated local agency on
or before the day on which the individual began work for the employer.

Targeted groups eligible for the credit.--The nine groups eligible for the credit were

either recipients of payments under means-tested transfer programs, economically disadvantaged
(as measured by family income), or disabled individuals:

(1) Vocational rehabilitation referrals;

(2) Economically disadvantaged youths;

(3) Economically disadvantaged former convicts;

(4) Economically disadvantaged summer youth employees;

(5) Aid to Families with Dependent Children ("AFDC") recipients;
(6) Economically disadvantaged Vietnam-era veterans;

(7) Economically disadvantaged cooperative education students;
(8) SSI recipients; and

(9) General assistance recipients.

Other rules --No credit was available for wages paid to replacement employees during
strikes or lockouts.

Minimum employment period.--No credit was allowed for wages paid unless the eligible

individual was either (1) employed by the employer for at least 90 days (14 days in the case of
economically disadvantaged summer youth employees) or (2) had completed at least 120 hours
(20 hours for summer youth) of services performed for the employer.

Length of extension --Expired January 1, 1995.
Description of Bill

General rules.--The bill would replace the targeted jobs tax credit with the "work
opportunity tax credit." The work opportunity tax credit would be available on an elective basis
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for employers hiring individuals from one or more of six targeted groups. The credit generally
would equal to 35 percent of qualified wages.

Certification of members of targeted groups.--In general, an individual would not be

treated as a member of a targeted group unless: (1) on or before the day the individual begins
work for the employer, the employer received in writing a certification from the designated local
agency that the individual is a member of a specific targeted group, or (2) on or before the day
the individual is offered work with the employer, a pre-screening notice is completed with
respect to that individual and within 14 days after the individual begins work for the employer,
the employer submits such notice to the designated local agency as part of a written request for
certification. The pre-screening notice would contain the information provided to the employer
by the individual that forms the basis of the employer's belief that the individual was a member
of a targeted group.

Targeted groups eligible for the credit.--There would be six groups eligible for the credit:

(1) Vocational rehabilitation referral;

(2) High-risk youth;

(3) Qualified ex-felon;

(4) Qualified summer youth employee;

(5) AFDC or successor program (with special rules for qualified veterans); and
(6) Qualified veterans

Other rules.--The bill woixld retain the prior-law rule denying the credit in the case of
strikes or lockouts.

Minimum employment period.--No credit would be allowed for wages paid unless the

eligible individual was employed by the employer for at least 180 days (20 days in the case of a
qualified summer youth employee) or 500 hours (120 hours in the case of a qualified summer
youth employee).

Length of extension.--July 1, 1996, through June 30, 1997 (one year).
Effective Date

The credit would be effective for wages paid or incurred to a qualified individual who
begins work for an employer on or after July 1, 1996, and before July 1, 1997.

2. Employer-provided educational assistance

Present Law

For taxable years beginning before January 1, 1995, an employee's gross income and
wages did not include amounts paid or incurred by the employer for educational assistance
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provided to the employee if such amounts were paid or incurred pursuant to an educational
assistance program that met certain requirements. This exclusion, which expired for taxable
years beginning after December 31, 1994, was limited to $5,250 of educational assistance with
respect to an individual during a calendar year. The exclusion applied whether or not the
education was job related. In the absence of this exclusion, educational assistance is excludable
from income only if it is related to the employee's current job.

Descrintion of Bill

The bill would extend the exclusion for employer-provided educational assistance to
taxable years beginning after December 31, 1994, and before January 1, 1998. In years
beginning after December 31, 1995, the exclusion would not apply with respect to graduate-level
courses. ‘ -

To the extent employers have previously filed Forms W-2 reporting the amount of
educational assistance provided as taxable wages, present Treasury regulations would require the
employer to file Forms W-2c (i.e., corrected Forms W-2) with the Internal Revenue Service.® It
would be intended that employers would also be required to provide copies of Form W-2cto
affected employees.

The bill would provide that the Secretary shall establish expedited procedures for the
refund of any overpayment of employment taxes paid on educational assistance provided in 1995
and 1996, including procedures for waiving the requirement that an employer obtain an
employee's signature if the employer demonstrates to the satisfaction of the Secretary that any
refund collected by the employer on behalf of the employee will be paid to the employee.

If an employer failed to withhold income and employment taxes on educational
assistance provided before the date of enactment or failed to report such educational assistance,
any penalties or interest on such failures would be waived. Further, it would be intended that the
Secretary establish expedited procedures for refunding any interest and penalties relating to
educational assistance previously paid.

Effective Date

The provision would be effective with respect to taxable years beginning after December
31, 1994, and before January 1, 1998, and the restriction of the exclusion to undergraduate
education would be effective for taxable years beginning after December 31, 1995. ‘

* Treasury regulation section 31.6051-1(c).
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3. Permanent extension of FUTA exemption for alien agricultural workers

Present Law

Generally, the Federal Unemployment Tax ("FUTA") is imposed on farm operators who
(1) employ 10 or more agricultural workers for some portion of each of 20 different days, each
day being in a different calendar week or (2) have a quarterly payroll for agricultural services of
at least $20,000. An exclusion from FUTA was provided, however, for labor performed by an
alien admitted to the United States to perform agricultural labor under section 214(c) and
101(a)(15)(H) of the Immigration and Nationality Act. This exclusion was effective for labor
performed before January 1, 1995.

Description of Bill

The bill would permanently extend the FUTA exemption for alien agricultural workers.
Effective Date

The provision would be effective for labor performed on or after January 1, 1995.



C. Provisions Relating to S Corporations

1. S corporations permitted to have 75 shareholders

Present Law

The taxable income or loss of an S corporation is taken into account by the corporation's
shareholders, rather than by the entity, whether or not such income is distributed. A small
business corporation may elect to be treated as an S corporation. A "small business corporation”
is defined as a domestic corporation which is not an ineligible corporation and which does not
have (1) more than 35 shareholders, (2) as a shareholder, a person (other than certain trusts or
estates) who is not an individual, (3) a nonresident alien as a shareholder, and (4) more than one
class of stock. For purposes of the 35-shareholder limitation, a husband and wife are treated as
one shareholder.

Description of Bill

The bill would increase maximum number of eligible shareholders from 35 to 75.
Effective Date
The provision would apply to taxable years beginning after December 31, 1996.
2. Electing small business trusts

Present Law

Under present law, trusts other than grantor trusts, voting trusts, certain testamentary
trusts and "qualified subchapter S trusts" may not be shareholders in a S corporation. A
"qualified subchapter S trust" is a trust which, under its terms, (1) is required to have only one
current income beneficiary (for life), (2) any corpus distributed during the life of the beneficiary
must be distributed to the beneficiary, (3) the beneficiary's income interest must terminate at the
earlier of the beneficiary's death or the termination of the trust, and (4) if the trust terminates
during the beneficiary's life, the trust assets must be distributed to the beneficiary. All the
income (as defined for local law purposes) must be currently distributed to that beneficiary. The
beneficiary is treated as the owner of the portion of the trust consisting of the stock in the S
corporation. ’ |

Descrintion of Bill
In general

The bill would allow stock in an S corporation to be held by certain trusts ("electing
small business trusts"). In order to qualify for this treatment, all beneficiaries of the trust must
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be individuals or estates eligible to be S corporation shareholders, except that charitable
organizations may hold contingent remainder interests. No interest in the trust may be acquired
by purchase. For this purpose, "purchase" means any acquisition of property with a cost basis
(determined under sec. 1012). Thus, interests in the trust must be acquired by reason of gift,
bequest, etc. A trust must elect to be treated as an electing small business trust.

Each potential current beneficiary of the trust would be counted as a shareholder for
purposes of the proposed 75 shareholder limitation (or if there were no potential current
beneficiaries, the trust would be treated as the shareholder). A potential current income
beneficiary means any person, with respect to the applicable period, who is entitled to, or at the
discretion of any person may receive, a distribution from the principal or income of the trust.

. . 3

The portion of the trust which consists of stock in one or more S corporations would be
treated as a separate trust for purposes of computing the income tax attributable to the S
corporation stock held by the trust. The trust is taxed at the highest individual rate (currently,
39.6 percent on ordinary income and 28 percent on net capital gain) on this portion of the trust's
income. The taxable income attributable to this portion would include (1) the items of income,
loss, or deduction allocated to it as an S corporation shareholder under the rules of subchapter S,
(2) gain or loss from the sale of the S corporation stock, and (3) to the extent provided in
regulations, any state or local income taxes and administrative expenses of the trust properly
allocable to the S corporation stock. Otherwise allowable capital losses are allowed only to the
extent of capital gains.

In computing the trust's income tax on this portion of the trust, no deduction would be
allowed for amounts distributed to beneficiaries, and no deduction or credit is allowed for any
itern other than the items described above. This income would not be included in the
distributable net income of the trust, and thus is not included in the beneficiaries' income. No
item relating to the S corporation stock could be apportioned to any beneficiary.

On the termination of all or any portion of an electing small business trust the loss
carryovers or excess deductions referred to in section 642(h) would be taken into account by the
entire trust, subject to the usual rules on termination of the entire trust.

T [ inder of items held by

In determining the tax liability with regard to the remaining portion of the trust, the items
taken into account by the subchapter S portion of the trust would be disregarded. Although
distributions from the trust are deductible in computing the taxable income on this portion of the
trust, under the usual rules of subchapter J, the trust's distributable net income would not include
any income attributable to the S corporation stock.



Where the trust terminates before the end of the S corporation's taxable year, the trust
takes into account its pro rata share of S corporation items for its final year. The bill would
make a conforming amendment applicable to all trusts and estates clarifying that this is the
present-law treatment of trusts and estates that terminate before the end of the S corporation's
taxable year.

Effective Date
The provision would apply to taxable years beginning after December 31, 1996.

3. Expansion of post-death qualification for certain trusts

Present Law

Under present law, trusts other than grantor trusts, voting trusts, certain testamentary
trusts and "qualified subchapter S trusts" may not be shareholders in a S corporation. A grantor
trust may remain an S corporation shareholder for 60 days after the death of the grantor. The 60-
day period is extended to two years if the entire corpus of the trust is includible in the gross
estate of the deemed owner. In addition, a trust may be an S corporation shareholder for 60 days
after the transfer of S corporation pursuant to a will.

Description. of Bill

The bill would expand the post-death holding period to two years for all testamentary
trusts.

Effective Date
The provision would apply to taxable years beginning after December 31, 1996.

4. Financial institutions permitted to hold safe harbor debt

Present Law

A small business corporation eligible to be an S corporation may not have more than one
class of stock. Certain debt ("straight debt") is not treated as a second class of stock so long as
such debt is an unconditional promise to pay on demand or on a specified date a sum certain in
money if: (1) the interest rate (and interest payment dates) are not contingent on profits, the
borrower's discretion, or similar factors; (2) there is no convertibility (dlrectly or indirectly) into
stock, and (3) the creditor is an individual (other than a nonresident alien), an estate, or certain
qualified trusts.
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Descrintion of Bill

The definition of "straight debt" would be expanded to include debt held by creditors,
other than individuals, that are actively and regularly engaged in the business of lending money.

Effective Date
The provision would apply to taxable years beginning after December 31, 1996.
5. Rules relating to inadvertent terminations and invalid elections

Present Law

Under present law, if the Internal Revenue Service ("IRS") determines that a
corporation's Subchapter S election is inadvertently terminated, the IRS can waive the effect of
the terminating event for any period if the corporation timely corrects the event and if the
corporation and shareholders agree to be treated as if the election had been in effect for that
period. Such waivers generally are obtained through the issuance of a private letter ruling.
Present law does not grant the IRS the ability to waive the effect of an inadvertent invalid
Subchapter S election.

- In addition, under present law, a small business corporation must elect to be an S
corporation no later than the 15th day of the third month of the taxable year for which the
election is effective. The IRS may not validate a late election.

Descrintion of Bill

Under the bill, the authority of the IRS to waive the effect of an inadvertent termination
would be extended to allow the Service to waive the effect of an invalid election caused by an
inadvertent failure to qualify as a small business corporation or to obtain the required
shareholder consents (including elections regarding qualified subchapter S trusts), or both. The
bill would also allow the IRS to treat a late Subchapter S election as timely where the Service
determines that there was reasonable cause for the failure to make the election timely. The IRS
may exercise this authority in cases where the taxpayer never filed an election. It is intended
that the IRS be reasonable in exercising its authority and apply standards that are similar to those
applied under present law to inadvertent subchapter S terminations and other late or invalid
elections.

Effective Date

The provision would apply to taxable years beginning after December 31, 1982.
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6. Agreement to terminate year

Present Law

In general, each item of S corporation income, deduction and loss is allocated to
shareholders on a per-share, per-day basis. However, if any shareholder terminates his or her
interest in an S corporation during a taxable year, the S corporation, with the consent of all its
shareholders, may elect to allocate S corporation items by closing its books as of the date of such
termination rather than apply the per-share, per-day rule.

D ri [. [B."

The bill would provide that, under regulations to be prescribed by the Secretary of the
Treasury, the election to close the books of the S corporation upon the termination of a
shareholder's interest is made by all affected shareholders and the corporation, rather than by all
shareholders. The closing of the books would apply only to the affected shareholders. For this
purpose, "affected shareholders" means any shareholder whose interest is terminated and all
shareholders to whom such shareholder has transferred shares during the year. If a shareholder
transferred shares to the corporation, "affected shareholders" includes all persons who were
shareholders during the year.

Effective Date
The provision would apply to taxable years beginning after December 31, 1996.

7. Expansion of post-termination transition period

Present Law

Distributions made by a former S corporation during its post-termination period are
treated in the same manner as if the distributions were made by an S corporation (e.g., treated by -
shareholders as nontaxable distributions to the extent of the accumulated adjustment account).
Distributions made after the post-termination period are generally treated as made by a C
corporation (i.e., treated by shareholders as taxable dividends to the extent of earnings and
profits).

The "post-termination period" is the period beginning on the day after the last day of the
last taxable year of the S corporation and ending on the later of: (1) a date that is one year later,
or (2) the due date for filing the return for the last taxable year and the 120-day period beginning
on the date of a determination that the corporation's S corporation election had terminated for a
previous taxable year.

In addition, the audit procedures adopted by the Tax Equity and Fiscal Responsibility Act
of 1982 ("TEFRA") with respect to partnerships also apply to S corporations. Thus, the tax

-12-




treatment of items is determined at the corporate, rather than individual level.

Description of Bill

The present-law definition of post-termination period would be expanded to include the
120-day period beginning on the date of any determination pursuant to an audit of the taxpayer
that follows the termination of the S corporation's election and that adjusts a subchapter S item of
income, loss or deduction of the S corporation during the S period. In addition, the definition of
"determination" would be expanded to include a final disposition of the Secretary of the
Treasury of a claim for refund and, under regulations, certain agreements between the Secretary
and any person, relating to the tax liability of the person.

In addition, the bill would repeal the TEFRA audit provisions applicable to S
corporations and would provide other rules to require consistency between the returns of the S
corporation and its shareholders.

Effective Date
The provision would apply to taxable years beginning after December 31, 1996.
8. S corporations permitted to hold subsidiaries

Present Law

A small business corporation may not be a member of an affiliated group of corporations
(other than by reason of ownership in certain inactive corporations). Thus, an S corporation may
not own 80 percent or more of the stock of another corporation (whether an S corporation or a C
corporation).

In addition, a small business corporation may not have as a shareholder another
corporation (whether an S corporation or a C corporation).

Description of Bill

An S corporation would be allowed to own 80 percent or more of the stock of a C
corporation. The C corporation subsidiary could elect to join in the filing of a consolidated
return with its affiliated C corporations. An S corporation would not be allowed to join in such
election. Dividends received by an S corporation from a C corporation in which the S
corporation has an 80 percent or greater ownership stake would be treated as passive investment
income for purposes of sections 1362 and 1375 to the extent the dividends are attributable to the
earnings and profits of the C corporation derived from the active conduct of a trade or business.

In addition, an S corporation would be allowed to own a qualified subchapter S
subsidiary. The term "qualified subchapter S subsidiary" means a domestic corporation that is
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not an ineligible corporation (i.e., a corporation that would be eligible to be an S corporation if
the stock of the corporation were held directly by the shareholders of its parent S corporation) if
(1) 100 percent of the stock of the subsidiary were held by its S corporation parent and (2) for
which the parent elects to treat as a qualified subchapter S subsidiary. Under the election, the
qualified subchapter S subsidiary would not be treated as a separate corporation and all the
assets, liabilities, and items of income, deduction, and credit of the subsidiary are treated as the
assets, liabilities, and items of income, deduction, and credit of the parent S corporation.

Effective Date
The provision would apply to taxable years beginning after December 31, 1996.
9. Treatment of distributions during loss years

Present Law

Under present law, the amount of loss an S corporation shareholder may take into
account for a taxable year cannot exceed the sum of the shareholder's adjusted basis in his or her
stock of the corporation and the adjusted basis in any indebtedness of the corporation to the
shareholder. Any excess loss is carried forward.

Any distribution to a shareholder by an S corporation generally is tax-free to the
shareholder to the extent of the shareholder's adjusted basis of his or her stock. The shareholder's
adjusted basis is reduced by the tax-free amount of the distribution. Any distribution in excess of
the shareholder's adjusted basis is treated as gain from the sale or exchange of property.

Under present law, income (whether or not taxable) and expenses (whether or not
deductible) serve, respectively, to increase and decrease an S corporation shareholder's basis in
the stock of the corporation. These rules require that the adjustments to basis for items of both
income and loss for any taxable year apply before the adjustment for distributions applies.

These rules limiting losses and allowing tax-free distributions up to the amount of the
shareholder's adjusted basis are similar in certain respects to the rules governing the treatment of
losses and cash distributions by partnerships. Under the partnership rules (unlike the S
corporation rules), for any taxable year, a partner's basis is first increased by items of income,
then decreased by distributions, and finally is decreased by losses for that year.

In addition, if the S corporation has accumulated earnings and profits, any distribution in
excess of the amount in an "accumulated adjustments account" will be treated as a dividend (to.
the extent of the accumulated earnings and profits). A dividend distribution does not reduce the
adjusted basis of the shareholder's stock. The "accumulated adjustments account" generally is the
amount of the accumulated undistributed post-1982 gross income less deductions.
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Descrintion.of Bill

The bill would provide that the adjustments for distributions made by an S corporation
during a taxable year are taken into account before applying the loss limitation for the year.
Thus, distributions during a year would reduce the adjusted basis for purposes of determining the
allowable loss for the year, but the loss for a year would not reduce the adjusted basis for
purposes of determining the tax status of the distributions made during that year.

The bill would also provide that in determining the amount in the accumulated
adjustment account for purposes of determining the tax treatment of distributions made during a
taxable year by an S corporation having accumulated earnings and profits, net negative
adjustments (i.e., the excess of losses and deductions over income) for that taxable year are
disregarded.

Effective Date
The provision would apply to taxable years beginning after December 31, 1996.
10. Treatment of S corporations under subchapter C

Present Law

Present law contains several provisions relating to the treatment of S corporations as
corporations generally for purposes of the Internal Revenue Code.

First, under present law, the taxable income of an S corporation is computed in the same
manner as in the case of an individual (sec. 1363(b)). Under this rule, the provisions of the Code
governing the computation of taxable income which are applicable only to corporations, such as
the dividends received deduction, do not apply to S corporations.

Second, except as otherwise provided by the Internal Revenue Code and except to the
extent inconsistent with subchapter S, subchapter C (i.e., the rules relating to corporate
distributions and adjustments) applies to an S corporation and its shareholders (sec. 1371(a)(1)).
Under this second rule, provisions such as the corporate reorganization provisions apply to S
corporations. Thus, a C corporation may merge into an S corporation tax-free.

Finally, an S corporation in its capacity as a shareholder of another corporation is treated
as an individual for purposes of subchapter C (sec. 1371(a)(2)). In 1988, the Internal Revenue
Service took the position that this rule prevents the tax-free liquidation of a C corporation into an
S corporation because a C corporation cannot liquidate tax-free when owned by an individual
shareholder.* In 1992, the Internal Revenue Service reversed its position, stating that the prior

“ PLR 8818049, (Feb. 10, 1988).
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ruling was incorrect.’

The bill would repeal the rule that treats an S corporation in its capacity as a shareholder
of another corporation as an individual. Thus, the bill would clarify that the liquidation of a C
corporation into an S corporation will be governed by the generally applicable subchapter C
rules, including the provisions of sections 332 and 337 allowing the tax-free liquidation of a
corporation into its parent corporation. Following a tax-free liquidation, the built-in gains of the
- liquidating corporation may later be subject to tax under section 1374 upon a subsequent
disposition. An S corporation also would be eligible to make a section 338 election (assuming all
the requirements are otherwise met), resulting in immediate recognition of all the acquired C
corporation's gains and losses (and the resulting imposition of a tax).

The repeal of this rule would not change the general rule governing the computation of
income of an S corporation. For example, it would not allow an S corporation, or its
shareholders, to claim a dividends received deduction with respect to dividends received by the S
corporation, or to treat any item of income or deduction in a manner inconsistent with the
treatment accorded to individual taxpayers.

Effective Date
The provision would apply to taxable years beginning after December 31, 1996.

11. Elimination of certain earnings and profits

Present Law

Under present law, the accumulated earnings and profits of a corporation are not
increased for any year in which an election to be treated as an S corporation is in effect.
However, under the subchapter S rules in effect before revision in 1982, a corporation electing
subchapter S for a taxable year increased its accumulated earnings and profits if its earnings and
profits for the year exceeded both its taxable income for the year and its distributions out of that
year's earnings and profits. As a result of this rule, a shareholder may later be required to include
in his or her income the accumulated earnings and profits when it is distributed by the
corporation. The 1982 revision to subchapter S repealed this rule for earnings attributable to
taxable years beginning after 1982 but did not do so for previously accumulated S corporation
earnings and profits.

S PLR 9245004, (July 28, 1992).
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Description of Bill

The bill would provide that if a corporation is an S corporation for its first taxable year
beginning after December 31, 1996, the accumulated earnings and profits of the corporation as
of the beginning of that year is reduced by the accumulated earnings and profits (if any)
accumulated in any taxable year beginning before January 1, 1983, for which the corporation
was an electing small business corporation under subchapter S. Thus, such a corporation's
accumulated earnings and profits would be solely attributable to taxable years for which an S
election was not in effect. This rule is generally consistent with the change adopted in 1982
limiting the S shareholder's taxable income attributable to S corporation earnings to his or her
share of the taxable income of the S corporation.

Effective Date
The provision would apply to taxable years beginning after December 31, 1996.
12. Carryover of disallowed losses and deductions under the at-risk rules

Present Law

Under section 1366, the amount of loss an S corporation shareholder may take into
account cannot exceed the sum of the shareholder's adjusted basis in his or her stock of the
corporation and the unadjusted basis in any indebtedness of the corporation to the shareholder.
Any disallowed loss is carried forward to the next taxable year. Any loss that is disallowed for
the last taxable year of the S corporation may be carried forward to the post-termination period.
The "post-termination period" is the period beginning on the day after the last day of the last
taxable year of the S corporation and ending on the later of: (1) a date that is one year later, or
(2) the due date for filing the return for the last taxable year and the 120-day period beginning on
the date of a determination that the corporation's S corporation election had terminated for a
previous taxable year.

In addition, under section 465, a shareholder of an S corporation may not deduct losses
that are flowed through from the corporation to the extent the shareholder is not "at-risk" with
respect to the loss. Any loss not deductible in one taxable year because of the at-risk rules is
carried forward to the next taxable year.

D .. £ Bill

Losses of an S corporation that are suspended under the at-risk rules of section 465
would be carried forward to the S corporation's post-termination period.

Effective Date
The provision would apply to taxable years beginning after December 31, 1996.
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13. Adjustments to basis of inherited S stock to reflect certain items of income

Present Law

Income in respect to a decedent ("IRD") generally consists of items of gross income that
accrued during the decedent's lifetime but were not includible in the decedent's income before his
or her death under his or her method of accounting. IRD is includible in the income of the
person acquiring the right to receive such item. A deduction for the estate tax attributable to an
item of IRD is allowed to such person (sec. 691(c)). The cost or basis of property acquired from
a decedent is its fair market value at the date of death (or alternate valuation date if that date is
elected for estate tax purposes). This basis is often referred to as a "stepped-up basis." Property
that constitutes a right to receive IRD does not receive a stepped-up basis.

The basis of a partnership interest or corporate stock acquired from a decedent generally
is stepped-up at death. Under Treasury regulations, the basis of a partnership interest acquired
from a decedent is reduced to the extent that its value is attributable to items constituting IRD
(Treas. reg. sec. 1.742-1). This rule insures that the items of IRD held by a partnership are not
later offset by a loss arising from a stepped-up basis. Although S corporation income is taxed to
its shareholders in a manner similar to the taxation of a partnership and its partners, no
comparable regulation requires a reduction in the basis of stock in an S corporation acquired
from a decedent where the S corporation holds items of IRD.

Descrintion of Bill

The bill would provide that a person acquiring stock in an S corporation from a decedent
would treat as IRD his or her pro rata share of any item of income of the corporation that would
have been IRD if that item had been acquired directly from the decedent. Where an item is
treated as IRD, a deduction for the estate tax attributable to the item generally would be allowed
under the provisions of section 691(c). The stepped-up basis in the stock in an S corporation
acquired from a decedent is reduced by the extent to which the value of the stock would be
attributable to items consisting of IRD. This basis rule would be comparable to the present=-law
partnership rule.

Effective Date
The provision would apply with respect to decedents dying after the date of enactment.

14. S corporations eligible for rules applicable to real property subdivided for sale by
noncorporate taxpayers

Present Law
Under present-law section 1237, a lot or parcel of land held by a taxpayer other than a
corporation generally is not treated as ordinary income property solely by reason of the land
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being subdivided if: (1) such parcel had not previously been held as ordinary income property
and if in the year of sale, the taxpayer did not hold other real property; (2) no substantial
improvement has been made on the land by the taxpayer, a related party, a lessee, or a
government; and (3) the land has been held by the taxpayer for five years.

Description of Bill

The bill would allow the present-law capital gains presumption in the case of land held
by an S corporation. It is expected that rules similar to the attribution rules for partnerships
would apply to S corporatxon (Treas. reg. sec. 1.1237-1(b)(3)).

Effective Date

The provision would be effective for sales in taxable years beginning after December 31,
1996.

15. Reelecting subchapter S status

Present Law

A small business corporation that terminates its subchapter S election (whether by
revocation or otherwise) may not make another election to be an S corporation for five taxable
years unless the Secretary of the Treasury consents to such election.

Descripti

For purposes of the five-year rule, any termination of subchapter S status in effect
immediately before the date of enactment of the bill would not be taken into account. Thus, any
small business corporation that had terminated its S corporation election within the five-year
period before the date of enactment could re-elect subchapter S status upon enactment of the bill
without the consent of the Secretary of the Treasury.

Effective Date

The provision would be effective for terminations occurring in a taxable year begmnmg
before January 1, 1997.
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II. PENSION SIMPLIFICATION PROVISIONS; FOREIGN SIMPLIFICATION

A. Simplified Distribution Rules
Present Law

In general, a distribution of benefits from a tax-favored retirement arrangement (i.e., a
qualified plan) generally is includible in gross income in the year it is paid or distributed under
the rules relating to the taxation of annuities. A qualified plan includes a qualified pension plan,
a qualified annuity plan, and a tax-sheltered annuity contract (sec. 403(b) annuity). '

Lump-sum distributions from qualified plans and annuities are eligible for special 5-year
forward averaging. In general, a lump-sum distribution is a distribution within one taxable year
of the balance to the credit of an employee that becomes payable to the recipient first, on account
of the death of the employee, second, after the employee attains age 59-1/2, third, on account of
the employee's separation from service, or fourth, in the case of self-employed individuals, on
account of disability. Lump-sum treatment is not available for distributions from a tax-sheltered
annuity.

A taxpayer is permitted to make an election with respect to a lump-sum distribution
received on or after the employee attains age 59-1/2 to use 5-year forward income averaging
under the tax rates in effect for the taxable year in which the distribution is made. In general,
this election allows the taxpayer to pay a separate tax on the lump-sum distribution that
approximates the tax that would be due if the lump-sum distribution were received in 5 equal
installments. If the election is made, the taxpayer is entitled to deduct the amount of the lump-
sum distribution from gross income. Only one such election on or after age 59-1/2 may be made
with respect to any employee.

S.000 i -pr

Under present law, the beneficiary or estate of a deceased employee generally can
exclude up to $5,000 in benefits paid by or on behalf of an employer by reason of the employee's
death (sec. 101(b)).

Recovery of basis

Amounts received as an annuity under a qualified plan generally are includible in income
in the year received, except to the extent they represent the return of the recipient's investment in
the contract (i.e., basis). Under present law, a pro-rata basis recovery rule generally applies, so
that the portion of any annuity payment that represents nontaxable return of basis is determined
by applying an exclusion ratio equal to the employee's total investment in the contract divided by
the total expected payments over the term of the annuity.
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Under a simplified alternative method provided by the IRS, the taxable portion of
qualifying annuity payments is determined under a simplified exclusion ratio method.

In no event can the total amount excluded from income as nontaxable return of basis be
greater than the recipient's total investment in the contract.

Required distributi

Present law provides uniform minimum distribution rules generally applicable to all
types of tax-favored retirement vehicles, including qualified plans and annuities, IRAs, and tax-
sheltered annuities.

Under present law, a qualified plan is required to provide that the entire interest of achi
‘participant will be distributed beginning no later than the participant's required beginning date
(sec. 401(a)(9)). The required beginning date is generally April 1 of the calendar year following
the calendar year in which the plan participant or IRA owner attains age 70-1/2. In the case of a
governmental plan or a church plan, the required beginning date is the later of first, such April 1,
or second, the April 1 of the year following the year in which the participant retires.

I - . ln ol I- '

The bill would repeal 5-year averaging for lump-sum distributions from qualified plans.
Thus, the bill would repeal the separate tax paid on a lump-sum distribution and also would
repeal the deduction from gross income for taxpayers who elect to pay the separate tax on a
lump-sum distribution. The bill would preserve the transition rules adopted in the Tax Reform
Act of 1986.

000 i loyer-
The bill would repeal the $5,000 exclusion for employer-provided death benefits.
Recovery of basis
The bill would provide that basis recovery on payments from qualified plans generally is
determined under a method similar to the present-law simplified alternative method provided by
the IRS. The portion of each annuity payment that represents a return of basis would be equal to

the employee's total basis as of the annuity starting date, divided by the number of anticipated
payments under the following table:
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Number of

Age: payments:
Not more than 55 360
56-60 310
61-65 260
66-70 210
More than 70 160

R ired distributi

The bill would modify the rule that requires all participants in qualified plans to
commence distributions by age 70-1/2 without regard to whether the participant is still employed
by the employer and generally would replace it with the rule in effect prior to the Tax Reform
Act of 1986. Under the bill, distributions generally would be required to begin by April 1 of the
calendar year following the later of first, the calendar year in which the employee attains age 70-
1/2 or second, the calendar year in which the employee retires. However, in the case of a 5-
percent owner of the employer, distributions would be required to begin no later than the April 1
of the calendar year following the year in which the 5-percent owner attains age 70-1/2.

In addition, in the case of an employee (other than a 5-percent owner) who retires in a
calendar year after attaining age 70-1/2, the bill generally would require the employee's accrued
benefit to be actuarially increased to take into account the period after age 70-1/2 in which the
employee was not receiving benefits under the plan. Thus, under the bill, the employee's accrued
benefit would be required to reflect the value of benefits that the employee would have received
if the employee had retired at age 70-1/2 and had begun receiving benefits at that time.

The actuarial adjustment rule and the rule requiring 5-percent owners to begin

distributions after attainment of age 70-1/2 would not apply, under the bill, in the case of a
governmental plan or church plan.

Effective D
I ] Jistributi
The provision would be effective for taxable years beginning after December 31, 1998.
000 i -
The provision would apply with respect to decedents dying after date of enactment.
Recovery of basis

The provision would be effective with respect to annuity starting dates beginning 90 days
after the date of enactment.
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Required distributi

The provision would be effective for years beginning after December 31, 1996. Under
the bill, it is intended that a plan (or an annuity contract) could permit, but would not be required
to permit participants who have already begun to receive distributions but would not have to
under the bill, to stop receiving distributions until such distributions are required under the bill.
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B. Increased Access to Pension Plans
1. Establish SIMPLE retirement plans

Present Law

Present law does not contain rules relating to SIMPLE retirement plans. However,
present law does provide a number of ways in which individuals can save for retirement on a tax-
favored basis. These include employer-sponsored retirement plans that meet the requirements of
the Internal Revenue Code (a "qualified plan") and individual retirement arrangements ("IRAs").
Employees can earn significant retirement benefits under employer-sponsored retirement plans.
However, in order to receive tax-favored treatment, such plans must comply with a variety of
rules, including complex nondiscrimination and administrative rules (including top-heavy rules).
Such plans are also subject to certain requirements under the labor law provisions of the
Employee Retirement Income Security Act of 1974 ("ERISA").

IR As are not subject to the same rules as qualified plans, but the amount that can be
contributed in any year is significantly less. The maximum deductible IRA contribution for a
year is limited to $2,000. Distributions from IRAs and employer-sponsored retirement plans are
generally taxable when made. In addition, distributions prior to age 59-1/2 generally are subject
to an additional 10-percent early withdrawal tax.

Contributions to an IRA can also be made by an employer at the election of an employee
under a salary reduction simplified employee pension ("SARSEP"). Under SARSEPs, which are
not qualified plans, employees can elect to have contributions made to the SARSEP or to receive
the contributions in cash. The amount the employee elects to have contributed to the SARSEP is
not currently includible in income. The annual amount an employee can elect to contribute to a
'SARSEDP is limited to $9,500 for 1996. This dollar limit is indexed for inflation in $500
increments. The election to have amounts contributed to a SARSEP or received in cash is
available only if at least 50 percent of the eligible employees of the employer elect to have
amounts contributed to the SARSEP. In addition, such election is available for a taxable year
only if the employer maintaining the SARSEP had 25 or fewer eligible employees at all times
during the prior taxable year. Elective deferrals under SARSEPs are subject to a special
nondiscrimination test.

Under one type of qualified plan that can be maintained by an employer, employees can
elect to reduce their taxable compensation and have nontaxable contributions made to the plan.
Such contributions are called elective deferrals, and the plans which allow such contributions are
called qualified cash or deferred arrangements (or "401(k) plans"). Like SARSEPs, the
maximum annual amount of elective deferrals that can be made by an individual is $9,500 for
1996. A special nondiscrimination test applies to elective deferrals. An employer may make
contributions based on an employee's elective contributions. Such contributions are called
matching contributions, and are subject to a special nondiscrimination test similar to the special
nondiscrimination test applicable to elective deferrals.
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Description of Bill
In general

The bill would create a simplified retirement plan for small business called the savings
incentive match plan for employees ("SIMPLE") retirement plan. SIMPLE plans could be
adopted by employers who employ 100 or fewer employees on any day during the year and who
do not maintain another employer-sponsored retirement plan. A SIMPLE plan could be either an
IRA for each employee or part of a qualified cash or deferred arrangement ("401(k) plan"). If
established in IRA form, a SIMPLE plan would not be subject to the nondiscrimination rules
generally applicable to qualified plans (including the top-heavy rules) and simplified reporting
requirements apply. Within limits, contributions to a SIMPLE plan would not be taxable until
withdrawn.

A SIMPLE plan could also be adopted as part of a 401(k) plan. In that case, the plan
would not have to satisfy the special nondiscrimination tests applicable to 401(k) plans and
would not be subject to the top-heavy rules. The other qualified plan rules would continue to

apply.
SIMPLE retirement plans in IRA form
In general

A SIMPLE retirement plan would allow employees to make elective contributions to an
IRA. Employee contributions would have to be expressed as a percentage of the employee's
compensation, and could not exceed $6,000 per year. The $6,000 dollar limit would be indexed
for inflation in $500 increments.

Under the bill, the employer would be required to satisfy one of two contribution
formulas. Under the matching contribution formula, the employer generally would be required
to match employee elective contributions on a dollar-for-dollar basis up to 3 percent of the-
employee's compensation. Under a special rule, the employer could elect a lower percentage
matching contribution for all employees (but not less than 1 percent of each employee's
compensation). In order for the employer to lower the matching percentage for any year, the
employer would have to notify employees of the applicable match within a reasonable time
before the 30-day election period for the year (described below). In addition, a lower percentage
could not be elected for more than 2 out of any 5 years.

Alternatively, for any year, an employer would be permitted to elect, in lieu of making
matching contributions, to make a 2 percent of compensation nonelective contribution on behalf
of each eligible employee with at least $5,000 in compensation for such year. If such an election
were made, the employer would have to notify eligible employees of the change within a
reasonable period before the 30-day election period for the year (described below). No
contributions other than employee elective contributions and required employer matching
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contributions (or, alternatively, required employer nonelective contributions) could be made to a
SIMPLE account.

Only employers who employ 100 or fewer employees on any day during the year and
who do not currently maintain a qualified plan could establish SIMPLE retirement accounts for
their employees.

Each employee of the employer who received at least $5,000 in compensation from the
employer during any 2 prior years and who is reasonably expected to receive at least $5,000 in
compensation during the year would have to be eligible to participate in the SIMPLE plan.
Nonresident aliens and employees covered under a collective bargaining agreement would not
have to be eligible to participate in the SIMPLE plan. Self-employed individuals could
participate in a SIMPLE plan

All contributions to an employee's SIMPLE account would have to be fully vested.

Distributions from a SIMPLE plan generally would be taxed as under the rules relating to
IR As, except that an increased early withdrawal tax (25 percent) would apply to distributions
within the first 2 years the employee first participates in the SIMPLE plan.

T f SIMPLE ibuti d distribusi

Contributions to a SIMPLE account generally would be deductible by the employer. In
the case of matching contributions, the employer would be allowed a deduction for a year only if
the contributions are made by the due date (including extensions) for the employer's tax return.
Contributions to a SIMPLE account would be excludable from the employee's income. SIMPLE
accounts, like IRAs, would not be subject to tax. Distributions from a SIMPLE retirement
account generally would be taxed under the rules applicable to IRAs. Thus, they would be
includible in income when withdrawn. Tax-free rollovers could be made from one SIMPLE
account to another. A SIMPLE account could be rolled over to an IRA on a tax-free basis after a
two-year period has expired since the individual first participated in the SIMPLE plan. To the
extent an employee is no longer participating in a SIMPLE plan (e.g., the employee has
terminated employment), the employee's SIMPLE account would be treated as an IRA.

Early withdrawals from a SIMPLE account generally would be subject to the 10-percent
early withdrawal tax applicable to IRAs. However, withdrawals of contributions during the 2-
year period beginning on the date the employee first participated in the SIMPLE plan would be
subject to a 25-percent early withdrawal tax (rather than 10 percent).

Contributions to a SIMPLE account would not be subject to employment taxes or income
tax withholding.
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\ dministrai .

Each eligible employee could elect, within the 30-day period before the begmmng of any
year (or the 30-day period before first becoming eligible to part1c1pate) to participate in the
SIMPLE plan (i.e., to make elective deferrals), and to modify any previous elections regarding
the amount of contributions. An employer would be required to contribute employees' elective
deferrals to the employee's SIMPLE account within 30 days after the end of the month to which
the contributions relate. Employees would have to be allowed to terminate participation in the
SIMPLE plan at any time during the year (i.e., to stop making contributions). The plan could
provide that an employee who terminates participation could not resume participation until the
following year. A plan could permit (but would not be required to permit) an individual to make
other changes to his or her salary reduction contribution election during the year (e.g., reduce
contributions). It would be intended that an employer would be permitted to designaie a
SIMPLE account trustee to which contributions on behalf of eligible employees are made.

; : :

Trustee requirements.--The trustee of a SIMPLE account would be required each year to
prepare, and provide to the employer maintaining the SIMPLE plan, a summary description
containing the following basic information about the plan: the name and address of the employer
and the trustee; the requirements for eligibility; the benefits provided under the plan; the time
and method of making salary reduction elections; and the procedures for and effects of,
withdrawals (including rollovers) from the SIMPLE account. At least once a year, the trustee
would also be required to furnish an account statement to each individual maintaining a SIMPLE
account. In addition, the trustee would be required to file an annual report with the Secretary. A
trustee who fails to provide any of such reports or descriptions would be subject to a penalty of
$50 per day until such failure is corrected, unless the failure is due to reasonable cause.

Emplover reports.--The employer maintaining a SIMPLE plan would be required to
notify each employee of the employee's opportunity to make salary reduction contributions under
the plan as well as the contribution alternative chosen by the employer immediately before the
employee becomes eligible to make such election. This notice must include a copy of the
summary description prepared by the trustee. An employer who fails to provide such notice
would be subject to a penalty of $50 per day on which such failure continues, unless the failure
is due to reasonable cause.

Definiti

For purposes of the rules relating to SIMPLE plans, compensation would be
compensation required to be reported by the employer on Form W-2, plus any elective deferrals
of the employee. In the case of a self-employed individual, compensation would be net earnings
from self-employment. "Employer" would include the employer and related employers. Related
employers would include trades or businesses under common control (whether incorporated or
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not), controlled groups of corporations, and affiliated service groups. In addition, the leased
employee rules would apply. ‘

For purposes of the rule pro}ubmng an employer from establishing a SIMPLE plan, if the
employer has another qualified plan, an employer would be treated as maintaining a qualified
plan if the employer (or a predecessor employer) maintained a qualified plan with respect to
which contributions were made, or benefits were accrued, with respect to service for any year in
the period beginning with the year the SIMPLE plan became effective and ending with the year
for which the determination is being made. A qualified plan would include a qualified
retirement plan, a qualified annuity plan, a governmental plan, a tax-sheltered annuity, and a
simplified employee pension.

SIMPLE 401(k) plans

In general, under the bill, a cash or deferred arrangement (i.e., 401(k) plan), would be
deemed to satisfy the special nondiscrimination tests applicable to employee elective deferrals
and employer matching contributions if the plan satisfies the contribution requirements
applicable to SIMPLE plans. In addition, the plan would not be subject to the top-heavy rules
for any year for which this safe harbor is satisfied. The plan would be subject to the other
qualified plan rules.

The safe harbor would be satisfied if, for the year, the employer does not maintain
another qualified plan and (1) employee's elective deferrals are limited to no more than $6,000,
(2) the employer matches employees' elective deferrals up to 3 percent of compensation (or,
alternatively, makes a 2 percent of compensation nonelective contribution on behalf of all
eligible employees with at least $5,000 in compensation), and (3) no other contributions are
made to the arrangement. Contributions under the safe harbor would have to be 100 percent
vested. The employer could not reduce the matching percentage below 3 percent of
compensation.

Repeal of SARSEPs

Under the bill, the present-law rules permitting SARSEPs would no longer apply after
December 31, 1996, unless the SARSEP was established before January 1, 1997. Consequently,
an employer would not be permitted to establish a SARSEP after December 31, 1996. SARSEPs
established before January 1, 1997, could continue to receive contributions under present-law
rules, and new employees of the employer hired after December 31, 1996, could participate in
the SARSEP in accordance with such rules.

Effective Date
The provisions relating to SIMPLE plans would be effective for years beginning after

December 31, 1996.
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2. State and local governments and tax-exempt organizations eligible under section 401(k)

Present Law

Under present law, tax-exempt and State and local government organizations are
generally prohibited from establishing qualified cash or deferred arrangements (sec. 401(k)
plans). Qualified cash or deferred arrangements (1) of rural cooperatives, (2) adopted by State
and local governments before May 6, 1986, or (3) adopted by tax-exempt organizations before
July 2, 1986, are not subject to this prohibition.

D " io [B-ll

The bill would aliow tax-exempt organizations (including, for this purpose, Indian tribal
governments, a subdivision of an Indian tribal government, an agency or instrumentality of an
Indian tribal government or subdivision thereof, or a corporation chartered under Federal, State,
or tribal law which is owned in whole or in part by any of such entities) to maintain qualified
cash or deferred arrangements. The bill would retain the present-law prohibition against the
maintenance of cash or deferred arrangements by State and local governments, except to the
extent it may apply to Indian tribes.

Effective Date

The provision would be effective for plan years beginning after December 31, 1996.
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C. Nondiscrimination Provisions
1. Definition of highly conipensated employees and repeal of family aggregation rules

Present Law
hi n

An employee, including a self-employed individual, is treated as highly compensated if,
at any time during the year or the preceding year, the employee (1) was a 5-percent owner of the
employer, (2) received more than $100,000 (for 1996) in annual compensation from the ‘
employer, (3) received more than $66,000 (for 1996) in annual compensation from the employer
and was one of the top-paid 20 percent of employees during the same year, or (4) was an officer
of the employer who received compensation in excess of $60,000 (for 1996). If, for any year, no
officer has compensation in excess of the threshold, then the highest paid officer of the employer
is treated as a highly compensated employee.

Famil i I
A special rule applies with respect to the treatment of family members of certain highly
compensated employees for purposes of the nondiscrimination rules applicable to qualified -
plans. Under the special rule, if an employee is a family member of either a 5-percent owner or
1 of the top-10 highly compensated employees by compensation, then any compensation paid to
such family member and any contribution or benefit under the plan on behalf of such family
member is aggregated with the compensation paid and contributions or benefits on behalf of the
5-percent owner or the highly compensated employee in the top-10 employees by compensation.
Therefore, such family member and employee are treated as a single highly compensated
employee. An individual is considered a family member if, with respect to an employee, the

individual is a spouse, lineal ascendant or descendant, or spouses of a lineal ascendant or
descendant of the employee.

Similar family aggregation rules apply with respect to the $150,000 (for 1996) limit on
compensation that may be taken into account under a qualified plan (sec. 401(a)(17)) and for
deduction purposes (sec. 404(1)). However, under such provisions, only the spouse of the
~employee and lineal descendants of the employee who have not attained age 19 are taken into
account.

Description of Bill
Definition of hichl | empl

Under the bill, an employee would be treated as highly compensated if the employee (1)
was a S-percent owner of the employer at any time during the year or the preceding year or (2)
had compensation for the preceding year in excess of $80,000 (indexed for inflation) and the
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employee was in the top 20 percent of employees by compensation for such year. The bill would
also repeal the rule requiring the highest paid officer to be treated as a highly compensated
employee. s

Famil . ]
The bill would repeal the family aggregation rules.
Effective Date
The provisions would be effective for years beginning after December 31, 1996.

2. Modification of additional participation requirements

Present Law

Under present law, a plan is not a qualified plan unless it benefits no fewer than the lesser
of (a) 50 employees of the employer or (b) 40 percent of all employees of the employer (sec.
401(a)(26)). This requirement may not be satisfied by aggregating comparable plans, but may be
applied separately to different lines of business of the employer. A line of business of the
employer does not qualify as a separate line of business unless it has at least 50 employees: -

D .o | . [ Boll ’

The bill would provide that the minimum participation rule applies only to defined
benefit pension plans. In addition, the bill would provide that a defined benefit pension plan
does not satisfy the rule unless it benefits no fewer than the lesser of first, 50 employees or
second, the greater of (a) 40 percent of all employees of the employer or (b) 2 employees (1
employee if there is only 1 employee).

The bill also would provide that the requirement that a line of business has at least 50

employees does not apply in determining whether a plan satisfies the minimum participation rule
on a separate line of business basis.

Effective Date

The provision would be effective for years beginning after December 31, 1996.
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3. Nondiscrimination rules for qualified cash or deferred arrangements and matching
contributions

Present Law

Under present law, a special nondiscrimination test applies to qualified cash or deferred
arrangements (sec. 401(k) plans). The special nondiscrimination test is satisfied if the actual
deferral percentage (“ADP”) for eligible highly compensated employees for a plan year is equal
to or less than either (1) 125 percent of the ADP of all nonhighly compensated employees
eligible to defer under the arrangement or (2) the lesser of 200 percent of the ADP of all eligible
nonhighly compensated employees or such ADP plus 2 percentage points.

Employer matching contributions and after-tax employee contributions under qualified
defined contribution plans are subject to a special nondiscrimination test (the actual contribution
percentage (“ACP”) test) similar to the special nondiscrimination test applicable to qualified
cash or deferred arrangements. Employer matching contributions that satisfy certain
requirements can be used to satisfy the ADP test, but, to the extent so used, such contributions
cannot be considered when calculating the ACP test.

A plan that would otherwise fail to meet the special nondiscrimination test for qualified
cash or deferred arrangements is not treated as failing such test if excess contributions (with
allocable income) are distributed to the employee or, in accordance with Treasury regulations,
recharacterized as after-tax employee contributions. For purposes of this rule, in determining the
amount of excess contributions and the employees to whom they are allocated, the elective
deferrals of highly compensated employees are reduced in the order of their actual deferral
percentage beginning with those highly compensated employees with the highest actual deferral
percentages. A similar rule applies to employer matching contributions. ‘ ‘

Descrintion of Bill
Prior-year data

The bill would modify the special nondiscrimination tests applicable to elective deferrals
and employer matching and after-tax employee contributions to provide that the maximum
permitted actual deferral percentage (and actual contribution percentage) for highly compensated
employees for the year would be determined by reference to the actual deferral percentage (and
actual contribution percentage) for nonhighly compensated employees for the preceding, rather
than the current, year. A special rule applies for the first plan year.

Alternatively, under the bill, an employer would be allowed to elect to use the current

year actual deferral percentage (and actual contribution percentage). Such an election could be
revoked only as provided by the Secretary.
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The bill would provide that a cash or deferred arrangement satisfies the special
nondiscrimination tests if the plan satisfies one of two contribution requirements and satisfies a
notice requirement.

A plan would satisfy the contribution requirements under the safe harbor rule for
qualified cash or deferred arrangements if the plan either first, satisfies a matching contribution
requirement or second, the employer makes a nonelective contribution to a defined contribution
plan of at least 3 percent of an employee's compensation on behalf of each nonhighly o
compensated employee who is eligible to participate in the arrangement without regard to
whether the employee makes elective contributions under the arrangement.

A plan would satisfy the matching contribution requirement if, under the arrangement:
first, the employer makes a matching contribution on behalf of each nonhighly compensated
employee that is equal to (a) 100 percent of the employee's elective contributions up to 3 percent
of compensation and (b) 50 percent of the employee's elective contributions from 3 to 5 percent
of compensation; and second, the rate of match with respect to any elective contribution for
highly compensated employees is not greater than the rate of match for nonhighly compensated
employees.

Alternatively, if the rate of matching contribution with respect to any rate of elective
contribution requirement is not equal to the percentages described in the preceding paragraph,
the matching contribution requirement would be deemed to be satisfied if first, the rate of an
employer’s matching contribution does not increase as an employee’s rate of elective
contribution increase and second, the aggregate amount of matching contributions at such rate of
elective contribution at least equals the aggregate amount of matching contributions that would
be made if matching contributions satisfied the above percentage requirements. For example, the
alternative test would be satisfied if an employer matches 125 percent of an employee's elective
contributions up to the first 3 percent of compensation, 25 percent of elective deferrals from 3 to
4 percent of compensation, and provides no match thereafter. However, the alternative test
would not be satisfied if an employer matches 80 percent of an employee’s elective contributions
up to the first 5 percent of compensation. The former example would satisfy the alternative test
because the employer match does not increase and the aggregate amount of matching
contributions at any rate of elective contribution is at least equal to the aggregate amount of
matching contributions required under the general safe harbor rule.

Employer matching and nonelective contributions used to satisfy the contribution
requirements of the safe harbor rules would be required to be nonforfeitable and subject to the
restrictions on withdrawals that apply to an employee's elective deferrals under a qualified cash
or deferred arrangement (sec. 401(k)(2)(B) and (C)). It would be intended that employer
matching and nonelective contributions used to satisfy the contribution requirements of the safe
harbor rules could be used to satisfy other qualified retirement plan nondiscrimination rules
(except the special nondiscrimination test applicable to employer matching contributions (the
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ACP test)). So, for example, a cross-tested defined contribution plan that includes a qualified
cash or deferred arrangement could consider such employer matchmg and nonelective
contributions in testing. »

The notice requirement would be satisfied if each employee eligible to participate in the
arrangement is given written notice, within a reasonable period before any year, of the
employee's rights and obligations under the arrangement.

The bill wou